
The articles and opinions in "Capital Market Musings and Commentary" are for general information only, and not intended to provide specific investment advice. 

Performance, dividends and other figures have been obtained from sources believed reliable but have not been audited and cannot be guaranteed. Past 

performance does not ensure future results. Investing inherently contains risk including loss of principle. Corey Casilio is a founding partner of Casilio Leitch 

Investments, a legal business entity. Advisory services offered through Casilio Leitch Investments, a CA State registered investment advisor. 

 

 

 

July 15th, 2019 

 

Another week, same investment 

backdrop… 

There’s really no point in over complicating 

the investment backdrop at the current time – 

simply put, it comes down to either do we slip 

into an economic recession or are we able to 

prolong the expansion?  Not that there is 

anything simplistic about reaching a definitive 

conclusion in either direction on this question, 

but this is the only question that will matter 

for investment success or failure over the next 

year or two.   

 



The articles and opinions in "Capital Market Musings and Commentary" are for general information only, and not intended to provide specific investment advice. 

Performance, dividends and other figures have been obtained from sources believed reliable but have not been audited and cannot be guaranteed. Past 

performance does not ensure future results. Investing inherently contains risk including loss of principle. Corey Casilio is a founding partner of Casilio Leitch 

Investments, a legal business entity. Advisory services offered through Casilio Leitch Investments, a CA State registered investment advisor. 

 

Forget absolute levels, because those are of 

little help at the current moment.  What I mean 

by that is, a 3.7% unemployment rate is the 

best reading of the cycle (actually the best in 

50 years), U.S. nominal GDP at $21 trillion 

has never been higher, the U.S. stock market 

is at all-time highs, the absolute level of retail 

sales at $519 billion is at an all-time high… 

you get the point, most measures of aggregate 

economic output are at or near their all-time 

highs.  This is typical of what you find at the 

peak of an economic cycle – everything looks 

great and, in most instances, it’s never been 

better.   

 

What makes the analysis and future outlook 

cloudy at the moment is that when you finally 

achieve these levels of absolute utopia, it takes 

a lot of energy to keep things humming along.  

The action in capital markets and incoming 

economic data over the last three quarters is a 
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testament to this reality.  It’s common 

knowledge at this point that economic growth 

in the U.S. has slowed considerably from the 

tax-cut induced sugar high it experienced in 

the summer of last year.   

 

Quarterly SAAR Real GDP Growth: 

• Q2 2018: 4.2% 

• Q3 2018: 3.2% 

• Q4 2018: 2.2% 

• Q1 2019: 3.1% 

• Q2 2019: 1.5%* (NY Fed GDP Nowcast 

estimate for Q2.  The Atlanta Fed estimate 

is 1.8%) 

• Q2 2019: 1.8%* (NY Fed GDP Nowcast 

estimate for Q3) 

 

It’s a similar story for S&P 500 corporate 

earnings (FactSet data): 

• Q2 2018: 25.0% 

• Q3 2018: 26.1% 
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• Q4 2018: 13.2% 

• Q1 2019: -0.3% 

• Q2 2019: -3.0%* current estimate  

• Q3 2019: -0.8%* forward estimate 

• Q4 2019: 6.0%* forward estimate    

 

The JP Morgan Global Manufacturing PMI 

has slipped below 50 (the dividing line 

between expansion and contraction) for the 

second consecutive month in June at 49.4 

from 49.8 in May.   
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Keep in mind that at 49.4, this isn’t deeply 

negative and does nothing more than indicate 

that global manufacturing activity has slipped 

from stall speed growth to a subtle 

contraction. 

 

The latest Cass Freight Index Report (which I 

encourage everyone to read in full) pulled no 

punches in its overview of the turn they’ve 

seen in the movement of goods around the 

world.  Below are a couple of segments of the 

report specific to the U.S., but the declines 

they are seeing in European and Asian regions 

look even more dire.   
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I will attempt to not belabor the point, but 

rather synthesize a couple other data points to 

collaborate the soggy fundamental backdrop.  
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U.S. real gross domestic income growth was 

running at a 0.5% annual rate in Q4 of 2019 

and followed that up with a better, but still 

meagre 1.0% pace in Q1.  This is a stall speed 

pace and while not an outright recessionary 

reading, it does highlight the razor’s edge the 

U.S. economic growth profile sits on.  Not to 

mention that the inputs we have on hand so far 

for Q2 indicate that there doesn’t look to be 

much improvement coming in the second 

quarter.  Add to this the OECD leading 

indicator for the U.S. having slid to a decade 

low level, and then there’s the NY Fed’s 

recession risk model rising to 12-year highs 

and it’s not a stretch to surmise that the 

investment backdrop is resting at a very 

vulnerable position.   

 

Let me reiterate the point I’m trying to make.  

None of these data points scream that the U.S. 

or global economy for that matter is in a 



The articles and opinions in "Capital Market Musings and Commentary" are for general information only, and not intended to provide specific investment advice. 

Performance, dividends and other figures have been obtained from sources believed reliable but have not been audited and cannot be guaranteed. Past 

performance does not ensure future results. Investing inherently contains risk including loss of principle. Corey Casilio is a founding partner of Casilio Leitch 

Investments, a legal business entity. Advisory services offered through Casilio Leitch Investments, a CA State registered investment advisor. 

 

recession at the current time.  Such an 

assertion (while potentially on the right track) 

is a stretch, just as anyone claiming this is the 

strongest economy in history is cherry picking 

data points to support their view.   

 

The reality is that the vast majority of the 

prevailing fundamental data that historically 

has proven to be a meaningful input into 

valuing asset prices has weakened over the 

last 12 months.  We are currently reaching 

levels where this weakness needs to be 

arrested from weakening further, otherwise the 

risk is that we slip into a recession.  In my 

opinion, the abrupt pivot in the tenor of the 

Fed’s guidance and policy moves over the last 

nine months validates the softening backdrop.  

After all, Powell has gone from proclaiming 

how strong the economy was in early October 

last year, that the Fed was on autopilot with its 

balance sheet normalization plan, and guiding 
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markets to expect 2-3 rate hikes this year to 

now there being over 40 mentions of global 

economic uncertainty in the latest FOMC 

minutes, the balance sheet roll-off is ending in 

September, and 2-3 rate cuts are expected over 

the next 12 months with the first coming in 

July. 

 

That’s a rather large shift in view inside of 

nine months and one that on a fundamental 

basis raises more questions than answers. 

 

But on the flip side of this degradation of the 

fundamental setup and rising risks of 

recession is the continuation of financial 

repression policies that have become a staple 

of this rather unorthodox recovery.   Consider 

the fact that in the upside-down investment 

world we live in at the moment that debt and 

the continued proliferation of it matters very 

little to investors.  Sure, one could call out the 
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fact that total nonfinancial debt to GDP at 

105% is well north of the 90% threshold 

Reinhart and Rogoff stressed was a point of 

no return for financial prudence, and once this 

90% threshold is breached it restrains median 

growth by a full percentage point on a going 

forward basis.  Why worry about that, when 

interest rates are so low and liquidity so 

abundant?  Coming out of the Global 

Financial Crisis, $1 trillion dollar deficits were 

a big deal and back then they were a necessary 

evil to get the economy back on its feet after 

such a devastating recession, but here we are 

today with the federal deficit set to breach $1 

trillion on a going forward basis and it garners 

little more than a shoulder shrug from those 

controlling the purse strings. 

 

Which brings me to what in my opinion are 

the two most constructive variables supporting 

a continued rise in equity prices:   
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1. At this moment there is over $13 trillion 

of global debt with a negative yield.  As 

the below chart from Deutsche Bank points 

out, this is approximately 24.5% of the 

global investment grade universe.  

 

 
 

In case you didn’t know, there are now 14 

companies in Europe’s junk bond market 
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that are trading with a negative yield.  How 

this makes sense, I have no idea, but the 

‘why’ and ‘how’ are much less relevant to 

the reality of the ‘what’.  And that ‘what’ is 

that as long as there are this many assets in 

the world today offering a negative holding 

period return, then it’s going to force 

investors to seek out more favorable 

returns in other places.  Such a backdrop 

affects relative valuations for all asset 

classes and explains why asset inflation is 

so out of control, and what’s more is that 

central bankers seem to be embracing this 

approach.   

 

2. The other variable is the ongoing 

cannibalization of the U.S. equity market.  

The following chart is from David 

Rosenberg of Gluskin Sheff where the left 

panel catalogs that the outstanding share 

count of the S&P 500 Divisor is at a 19 
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year low.  An argument could be made that 

the lack of stock splits this cycle (as 

companies view a high share price as a 

status symbol) has played a meaningful 

role – a point that I think is valid.  But 

another part of this evolution is what is 

highlighted on the right-hand side of this 

chart, showing that corporate debt has 

almost doubled from the peak of the 

previous cycle at just over $5 trillion to 

almost $10 trillion today.  The biggest 

beneficiary of this leveraged buyout of the 

S&P 500 has been share buybacks, where 

in the last 10 years investors have been 

witness to the largest debt for equity swap 

in history.    
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In the absence of data weakening further from 

where we are today (which would truly call 

into question the ‘soft landing’ narrative) and 

interest rates further eroding to levels that 

renders wide swaths of the bond market un-

investable, then the equity markets remain the 

only game in town.  T.I.N.A. (There Is No 
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Alternative) is alive and well.  The fact that 

the S&P 500 has levitated 20% on the year 

with earnings shifting into a subtle (so far) 

earnings recession aptly attests to the fact that 

it’s not fundamentals that are moving stock 

prices – it’s the Fed and their promise for 

cheaper money and more of it going forward.  

You can call it an equity market melt up, a 

bubble, a blow-off top…go ahead and pick 

your preferred vernacular, but please don’t fall 

under the allure that this last leg higher has 

anything to do with prudence and diligence.  

Enjoy it and partake in it to the degree you 

feel comfortable, but I’d advise not to trust it.      

 

Let me circle back to where we started.  The 

most important factor confronting investors 

going forward is what we learn over the next 3 

– 4 months regarding whether the incoming 

data tilts the scales towards the economy is 

slipping into or evading a recession.  The Fed 
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has already made its intentions known: its 

‘overriding objective at this point is to extend 

the expansion’ and they will revert to interest 

rate cuts and additional QE if that’s what it 

requires.  The last 10 years have taught us that 

when the Fed needs to and decides to step up 

and take action, they can pack a pretty 

powerful punch.  However, there are some 

keen differences today than has been the case 

over the last 10 years: debt levels are even 

higher, it was just three years ago in the 

summer of 2016 that global interest rates hit 

5,000 year lows (how much incremental 

benefit can come to the economy by going 

back to or below interest rate levels we saw 

not too long ago?), consumer borrowing rates 

in parts of the credit markets aren’t 

experiencing the benefits of lower interest 

rates (credit card rates are at all-time highs, 

credit spreads are still above cycle lows, and 
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credit demand has been falling for over a 

year).   

 

Irrespective of the differences and nuances 

between today and previous points in this 

cycle, the Fed is going to act.  If they succeed 

and a recession is averted, then the biggest 

risk lies in the bond market with interest rates 

much too low for a reacceleration in growth 

and inflation.  Equities would likely fare well 

over time, but I’d guess they’d experience 

some choppiness and a rise in volatility as 

they digest a move up in interest rates, but any 

weakness I would expect should be short lived 

as the reality eventually sets in that interest 

rates are moving up for constructive reasons. 

 

Keep in mind that the Fed is obsessed with the 

potential of failing to meet its inflation 

objective and they are using the lack of 

inflation as the main driver in pivoting back to 
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an accommodative stance.  That being said, 

there is a possibility (albeit low) that the Fed 

could succeed at reigniting inflationary forces, 

but economic growth continues to remain 

sluggish.  This is what is known as stagflation 

and I waffle back and forth on whether a 

sustained backdrop of low growth and high 

inflation wouldn’t be a worse investment 

backdrop than a recession.  Nevertheless, 

we’re a ways off from such a backdrop 

occurring, but if it were to occur then an 

investment focus on real assets such as real 

estate, precious metals, and equities with 

pricing power are where you’d want to be.  

Commoditized businesses with little ability to 

pass along rising costs would have a tough 

time, and while the fixed income markets may 

still preserve capital on an absolute basis they 

would get crushed in real (inflation adjusted) 

terms.   
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Then there is the possibility that the 

recessionary outcome is already in motion and 

it’s just a matter of when, not if that it 

becomes recognized.  The Fed has already 

overtightened and any accommodative steps 

they take at this juncture will be impotent to 

combat the contraction that is underway.  As 

I’ve I said before, trying to call the precise 

date is a waste of time because you never truly 

know until the economy is already knee deep 

in a recession.  If history is a guide then the 

best places to hide are high quality sovereign 

debt (let’s just say U.S. Treasuries at the 

current time with most of global debt markets 

trading with zero or negative yields), high 

quality corporates, defensive equities if you 

have to own stocks, gold, and a decent stash of 

cash.   

 

Keep in mind that if in fact we do end up in a 

recession by year end or early 2020, its likely 
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we’ll see parts of the capital markets reflect 

this over the next several months.  On average 

the stock market peaks 7 months before the 

onset of a recession, declines 10% in advance 

of the recession start date, declines another 

20% on average during the actual recession 

dates, and the entire peak to trough experience 

for the S&P 500 on average is a 30% 

drawdown.  As for the 10-year Treasury Note, 

the yield decline is fairly subtle in advance of 

the onset of a recession (although yields are 

on the decline), but the meaningful move in 

yields on the 10-year occurs during the 

recession with an average decline of 160 basis 

points.  It’s hard to say if such a decline is 

realistic in today’s low yield environment, and 

I lack the imagination at this time to think the 

U.S. 10-year can fall into negative territory 

like they have in Japan, Germany, and France, 

but a slide below 1.0% to where the 10-year 

U.K Gilt sits is definitely a possibility.   
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